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PLAYING WITH AETHER 

Investors Reach for the Celestials 


“To confine our attention to terrestrial matters would 
be to limit the human spirit 

— Stephen Hawking, 1995 

By all accounts, legendary physicist Stephen Hawking was born of solid Scottish stock. Even so, 
his philosophical leanings might suggest a Greek ancestor’s DNA persisted through the millennia. 
Hawking clearly concurs with Aristotle that a world vision limited to earth, water, air and fire was 
myopic bordering on tragic. That is not to say the sublunary does not proffer its fair share of specta¬ 
cle. Consider the literal translation of ‘air’ in Greek: the element itself captures warmth. How can 
this be if fire rises into the sky while air falls back to earth? The inherent conflict rips at the intellect. 
While there are no doubt challenges to explaining the witnessed, science ultimately delivers the 
common curious a catharsis. 
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But what of that which we cannot observe, the incomprehensibly inexplicable, dare we say, the 
divine? How is the mind liberated when the laws of science are suspended, when a leap of faith 
is required? Enter the fifth element - aether . The ancient Greeks envisioned aether as the purest 
essence, breathed by the gods themselves in the believed beyond. Unlike the four terrestrial elements 
that are dynamic in nature, aether was neither hot nor cold, not wet or dry, existing independently of 
force and yet essential to holding the celestials intact. Aether closed all circles. 

Investors of late have seized upon an aether of their own to backfill the widening divide between log¬ 
ic’s limitations and the lofty levels at which asset valuations hover in the heavens. No doubt, central 
banks’ record run rate of Defcon One Quantitative Easing (QE) in 2or7 has lifted investors’ spirits 
beyond the ethereal. How could it not? It’s as if Lehman was failing every week of the year judging by 
policymakers’ reaction function. The Federal Reserve notwithstanding, it’s as if central banks globally 
have goaded investors to partake of the merrymaking, both mocking and thwarting the Fed’s moves 
to tighten rates stateside. 

But what’s to become of the placated investor masses as the Fed’s Quantitative Tightening and the 
ECB’s taper of its QE purchases becomes all too real? Where will markets be one year from now if the 
Fed and the ECB make good on their stated commitments to siphon upwards of $r trillion of liquidity 
from markets we know are deeply dependent on the constant drip of the stimulus drug? 

Disconcertingly, signposts that rationale has been replaced by faith in a higher power are multiplying. 
The pressure on monetary policymakers to hold intact the rally in risky assets are immense and 
unprecedented. The only question is how incoming Federal Reserve Chairman lav Powell and the 
German apt to take over the reins at the European Central Bank react to what we can only hope and 
pray their experience tells them is to come. 

Alan Greenspan’s reaction to the 1987 crash defined not just his tenure but set a whole new course 
for monetary policy that largely remains with us today. Investors have raised central bankers to deity 
status. The speculators filling the pews in the thieves’ temples worship at the altar of moral hazard 
in the hopes that they never again encounter markets that operate of their own volition. The mod¬ 
ern-day market aether is a nirvana of unparalleled ecstasy for those who’ve gained admission. 

What of those who occupy the periphery in awe of the ostentatious display the haves no longer 
bother to shield behind decorum? This is not a story about inequality as so many are these days, but 
rather one of future plight, of paper wealth that goes up in flames and lifted spirits that crash back 
down to earth. This is a story about the small investor who has enough to pay to play but not near 
enough to play and lose. 

A personal aside before continuing. Back in January 20or, when I was still a resident of that island 
otherwise known as Manhattan, I was tasked with writing a master’s thesis at Columbia. The subject 
I chose was the role the financial media played in the run-up to the height of the dotcom mania. If I 
was back in that place today, the theme would differ little. But I do not digress. The fact that so little 
has changed speaks to the sideswiped sensation to come for retail investors. 

Consider the evidence to the contrary of the deigning drivel they hear nonstop on Bubblevision. 

• The ratio of household net worth to disposable income is about seven times gauging from the 
663 percent that ended the second quarter. 

• Margin debt as a percentage of GDP is 2.9 percent, a record high. 

• The price-to-sales ratio on the Standard & Poor’s 300 (S&P 500) is 223 percent, a record high. 

• The stock market as a percentage of GDP is r84 percent, a record high. 
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• The cyclically adjusted price-to-median earnings ratio is in the 96th percentile. Anything north of 
90 indicates bubble. For context -1929 was in the 97th percentile while 2000 was 100th. 

• Inter-sector correlation back down to 2000 lows. This is a breadth test - the lower the correlation, 
the fewer stocks driving the market. 

• Complacency is rife. The number of days perceived volatility even registered - as in the VIX closed 
above 12 — is 43, a third that of 2006, the next most complacent year on record. 

• The S&P 500 has not had a down month this year. It’s on track to keep that record intact unlike 
the lowlier peer years of 1987,1998,1999, 2005 and 2006. 

• Broadening out, global-equity-to-global-GDP is at a record as global market capitalization 
eclipses the $100 trillion mark. 

Small investors, for their part, can’t get enough of the feel-good news. You name the survey - retail 
investor enthusiasm is pushing, but not piercing, record highs. It’s as if we’ve been transported back 
to 1929 and can’t help ourselves but to sign along to the hit song released that same year, “Happy Days 
Are Here Again.” 

Have a look at the nearby chart. It depicts the answer to the Conference Board’s survey on those who 
expect a decline in stock prices over the following 12 months. This is where the bulls feel they’ve got a 
wee bit of room to run. Back on January 31, 2001, a record low 15.3 percent of those surveyed saw lower 
stock prices in the next year. The latest data from November, however, show that this minority has 
‘only’ dropped to 19 percent. 


In the Eyes of Investors, Happy Days Are Here Again 


® Consumer Expectations for Decrease in Stock Prices next 12 months, % respondents 



Does this picture suggest to you that the runway is long for this bull market? Could we be contem¬ 
plating the longest rally in history and buy-in of a broader percentage of the population than basically 
ever, in the history of this country, assuming they’ve got any pennies left after Bitcoin blows? 


© Danielle DiMartino Booth | MONEY STRONG, LLC | danielle@dimartinobooth.com 

















The answer is yes. And that makes life mighty difficult for central bankers. With every day that passes, 
the margin for error shrinks and the stakes rise. It is drilled into our heads that earnings will ‘continue 
to drive this market.’ If that’s the case, why have stocks gained 80 percent over the past five years while 
earnings have only risen by 30 percent? 

So why is it then that the airwaves are filled with cooing comfort and near blanket assurances that all 
will be well over the long haul? Does no one on Wall Street recognize the late stage of an economic 
cycle for what it is? Yes, it’s white hot at the moment. And it’s a worldwide phenomenon. But all fires 
at their peak evince searing heat before they flame out. 

To the punditry’s points, had investors bought into the stock market the day it peaked on October 9, 
2007 and held on for the wild ride that followed, they’d have doubled their money by now including 
dividends. That tidbit is care of the Wall Street journal's lames Mackintosh whose Streetwise column 
is a must read. Tellingly, the column was titled, “The False Prophet of ‘Long Term Investing.’” 

The column goes on to warn that, “companies are investing less in the U.S. than at the peak of every 
economic cycle since the mid-1970s, and when residential construction or depreciation is included it 
looks even worse. That has worried many who think low interest rates ought to prompt companies to 
invest, including lots of central bankers and politicians.” 

Companies have been incented to borrow money to engage in financial engineering and thereby 
maximize shareholder returns. And that’s exactly what they’ve done for years now. But there will be an 
eventual price to pay. 

In the meantime, an inexpensive way to play the inevitable, as opposed to bleeding to death shorting 
the FANG stocks, is Out of the Money (OOM) VIX options. You’ll be amazed at what little outlay is in¬ 
volved in establishing a position and methodically rolling it over until the wave on this lunacy breaks. 
If you’d prefer to put two toes into the water, buy OOM puts on the NASDAQ and Russell 2000. 

As for broad asset classes, there are two observations worth making. The first speaks to yet another 
record. The commodities complex has never been as cheap as it is today relative to stocks. And 
second, inverted yield curves are precious metals’ dear friend. My mentor Harvey Rosenblum used to 
say that you’d better have a solid game plan on hand for the moment the peanut butter hits the fan. 
Consider yourself mentally armed. 

Here’s one last record on that sobering note. Investors should expect no more than the lowest 
inflation-adjusted returns on record in the coming years. That’s not my opinion. It’s the consensus of 
market veterans who’ve seen a cycle or two in their time. But the implication is far reaching. 

What if central bankers are mere mortals? What if they don’t have any more rabbits to pull from their 
hats? What if the next market correction cannot be reversed with the wave of a wand over a printing 
press? What if the till is dry? 

To suggest that the challenges that lie ahead will be the gravest of Jay Powell’s life is insulting. The 
newly installed Fed Chair will have precious little time to contemplate his philosophy as a leader 
before being tested by the markets and worse, panicky politicians. 

Passive investing will be stress tested and fail. And the bonds that help most sleep at night will suffer 
greater losses given their valuations make stocks look like screaming bargains. The ensuing carnage 
for the Baby Boomers and public pensions will be without precedent. And that’s just what scratches 
the surface. Consider the millions of retirees who have no idea their precious pension has been 
invested in illiquid alternative investments. 
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Haircuts to fixed incomes will happen and faster than most think. Many pensioners are blind to 
what’s to come. But many have also kept up with the news. They’ve seen the run on the Dallas pension 
and are being preemptive in taking lump sums while the getting is good, depleting pension assets at a 
most vulnerable juncture. 

There’s little doubt politicians will look to central bankers as they have for over 30 years. You think 
the banks are Too Big to Fail? Feckless politicians have relied on monetary authorities to bail them 
out and have yet to be disappointed. The question is can any central banker on earth withstand the 
pressure of allowing an entire establishment to fail? 

If there is one take away from the Steinhoff debacle , it’s that central bankers are not gods inhabiting 
the aether. In the event you’re unfamiliar with the sad tale, Mari Draghi’s ECB purchased the South 
African retailer’s bonds as part of its $2.55 trillion quantitative easing program shortly before it was hit 
by an accounting scandal that saw the ouster of its CEO, a downgrade to junk and the collapse of its 
share and bond prices. 

The good news: in the heat of the crisis, suggestions that the Fed should be allowed to buy corporate 
bonds were bandied about. The internal debate was oftentimes intense. But in the end, cooler heads 
prevailed. We were doing more than enough in the credit allocation department being directly 
involved in the mortgage market. 

For a variety of philosophical and mechanical reasons, similar prudence was not exercised inside the 
halls of the European Central Bank (ECB). Corporate bonds, even those brandishing investment grade 
ratings, should have never been placed on the ECB’s central bank balance sheets, which the seething 
Germans are bound to repeat over and over again moving forward. 

What’s worrying is that the ECB is not even the raciest among its peers. Many central banks today 
hold stocks, and lots of them. 

It can be hoped that the downgrade to junk of one South African company will be taken up as a 
learning moment, especially among the academics that can make any idea look good on paper. The 
fact is central banks’ tool boxes were limited by design and for good reason. Credit allocation should 

never have been stripped away from the markets in the first place. 

Chairman Powell - call upon your strongest resolve to resist the clarion calls of the soothed spec¬ 
ulators Greenspan, Bernanke and Yellen brainwashed into believing risk-taking no longer invited 
consequences. Work on behalf of the entire constituencies who’ve entrusted you with their economic 
well-being and financial stability. And finally, force politicians to do their fair share on the fiscal side. 
Enabling Congressional misfeasance never ends well. You might as well be the first in over three 
decades to deliver that message. 
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